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pricing at the expense of consumers Continuing this protectionist policy would benefit

only the long distance providers, a protection they appear to be counting on Thus,

AT&T's new CEO hopes for an additional 18-24 months of regulatory protection so

AT&T "can get our act together"; Until the Commission's application of Section 271

matches Congress's intent, BOC entry into long distance cannot legitimately be assumed

to occur in time to prevent the competitive harm of a WorldCom acquisition of MCl.

Thus, the Commission's approach of simply assuming BOC participation in the long

distance market, an approach it used in analyzing the Bell AtlanticlNYNEX merger, runs

counter to the facts and will only work harm to consumers if adopted here 22

B. BOC Entry Into Long Distance, Without Artificial Regulatory
Handicaps Would Alleviate The Anticompetitive Effects Of The
Acquisition

First, although BOCs would have to enter the long distance business as resellers of

wholesale services, they would be the sort oflarge, sophisticated buyers that are capable

of successfully combating anticompetitive price increases. The antitrust agencies

recognize that sophisticated buyers can effectively destabilize cartels and circumvent

anticompetitive price increases. Thus, BOC entry is likely to protect the market from

wholesale price increases for long distance voice and Internet services.

Second, BOCs are uniquely positioned to break up the cartel-like pricing behavior

that WorldCom's acquisition ofMCI will facilitate. The Commission recognizes that

Report of Janney Montgomery Scott Inc. (prepared by Anna Marie Kovacs,
Ph.D.), Meeting with AT&T's Top Management, December 19,1997 at 1, attached as
Appendix D.

32 Bell A tlantic Order at ~ 98
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BOCs enter the long distance market with no market share and thus little incentive to

participate in any collusive pricing. Instead, the Commission has found that the BOCs

have "the incentive to price competitively (that is, to undercut prices that were above the

competitive level) in order to win customers .. Thus, [BOCs are] well situated to disrupt

any coordinated pricing that might occur" '! The BOCs also have affirmative incentives to

lower long distance prices, because increased interLATA usage will increase usage of the

BOCs local network as well. Thus, the Commission has found that the BOCs are likely to

function as pro-consumer "maverick" firms in the long distance market, not as members of

the incumbent group. 14

Indeed, SNE1's entry into the long distance business in Connecticut has broken

the Big 3' s cartel-like behavior and substantially reduced industry concentration, to the

great benefit of every Connecticut long distance user Taking customers principally from

the largest long distance firm, SNET has gained significant market share. By reducing

AT&1' s market share, SNET has deconcentrated the industry35

SNE1's entry has newly invigorated long distance competition in Connecticut. On

average, SNET's residential long distance rates have been 17-18 percent lower than

AT&T' s. Hausman Aff. ~~ 12-19. Savings due to SNE1's plans have especially benefited

low-volume callers. However, as other {XCs have had to begin to really compete for

33

34

Bell Atlantic Order at ~ 123.

Id.
35 For example, the Long Distance Market Share Report reports residential market
shares on a state-by-state basis for 1996. In Connecticut, AT&T's market share was 44%,
roughly 25 percentage points lower than its average share. Even assuming all this share
loss went to SNET, this would translate into an HHI reduction in the range of two to
three thousand points.
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business, the benefits from SNET's entry have been expanding Thus, IXC have extended

the price cutting to intraLATA toll services Hausman Aff ~~ 10, n.13, 22

Like SNET, the BOCs are well positioned to inject a potent new competitive force

into the long distance market, a force sufficient to counterbalance the ill-effects of the

WoridComlMCI acquisition Unlike other potential entrants and small long distance

resellers, SOC name recognition and reputation among in-region customers is on par with

those of the Big 3 IXCs In particular, the BOCs have pronounced marketing strengths

among the residential segment that is likely to suffer disproportionately from the

acquisition's facilitation of continued lock-step pricing However, BOCs are currently

barred from competing for long distance customers throughout their regions, and are

subject to a substantial regulatory handicap if they eventually can begin to compete. 36

CONCLUSION

Given the current long distance market structure and the increased concentration

that a WorldCom acquisition ofMCI would cause, the proposed acquisition threatens to

bring about competitive harm and run counter to the public interest. The proposed deal

poses particularly grave risks for residential customers The BOCs represent a potent new

competitive force that could be brought to bear in the long distance market. BOC entry

would both prevent price increases for wholesale long distance and Internet transport

service and prevent the continuation of the lock-step consumer price increases that the

See, e.g., First Report and Order and Further Notice ofProposed Rulemaking, In
the Matter ofImplementation of the Non-Accounting Safeguards of Sections 271 and 272
of the Communications Act of 1934, as amended, CC Okt. No 96-149 (ret. Dec. 24,
1996).
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acquisition will facilitate. Further, taking down the artificial barrier to BOC entry would

begin to restore the incentives to create networks that bring the benefits to residential

consumers that are currently reserved to the business market. Thus, conditioning approval

of WorldCom's acquisition ofMCl on broad-scale BOC entry into long distance

competition would create a sufficient measure of market-based protection for consumers

to allow the acquisition to proceed in the public interest

Respectfully submitted,

BELLSOUTH CORPORATION

By:

Its Attorneys

Suite 1800
1155 Peachtree Street. N.E.
Atlanta, Georgia 30309-3910
(404) 249-2207
Fax: (404) 249-5901

Date: January 5, 1998
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APPENDIX A

1997 Bill Harvesting
Residential Long Distance Market Shares

Revenue Shares
(excluding local company provided toll service)

Pre- Post
Total Toll Acquisition Acquisition

Company Revenue Share Share
AT&T $ 212,278.31 60.53% 60.53%

MCI $ 55,528.05 15.83% -----

Sprint $ 21,499.55 6.13% 6.13%

Other $ 61,378.76 17.50% 17.50%

Total $ 350,684.67 100.00% 84.17%

Source: PNR and Associates, Inc. - 1997 Bill Harvesting
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DEClAR~TION OF RICHARD L. SCHMALENSEE

1. QCALIFICATIONS

1. ~y name is Richard L. Schmalensee. I am the Gordon Y Billard Professor of Economics

and ~anagement at the Massachusetts Institute ofTechnology (MIn, Deputy Dean of MIT"s

Sloan School ofManagement. and a Special Consultant to National Economic Research

Associates. Inc. (NERA). My business address is One Main Street. Cambridge, Massachusetts

02142.

2. I served as a Member of President Bush's Council ofEconomic Advisers. where I had pri­

mary responsibility for domestic and regulatory policy, including telecommunicationspoiicy. I. _

have done extensive research on aspects of industrial organizationand ofantitrUSt and regulatory

policy, and I teach graduate courses in industrial organization. its applications to management

decisions. government regulation. and governmentlbusiness relations. 1am the author of The

Economics ofAdvertising and The Control ofNanual Monopolies and co-authorof Maruts for

Power. I am the co-editorof the Handboolc ofIndustrial Organization and founding editor of the

MIT Press Replaio" ofEconomic Acttvity monograph series. I have publishedover 60'anic1es

and have served on editorial boards ofseveral professionaljoumals. I am a Fellow of the

Econometric Society and of the American Academy of Ans and Sciences. and I have served on

the Executive Committeeof the American Economic Association. I have testified before federal

and state couns. Conpessionalc:ommittees. and the Federal Trade Commission. 1have served as

a consultant011 rqulatory aDd competitive issues to numerous organizations in the United States

and abroad., includiq the U.S. Federal Trade CommissionaDd the Antitrust Divisionof the U.S.

DepanmentofJustice. I recCiveclS.B. and Ph~D.dqreesinccollOmicsfromMIT. A copy of my

resume is in the appendix.
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II. L~TRODUCnON

3. Counsel for BellSouthhas asked me to assess the following:

• the extent to which consumers have or have not benefited from long distance competition In

recent years;

• BellSouth's credibility as an entrant into the interexchange services market in its "home

region;" and

• the effect on interexchangecompetitionofhaving carrier access charges set above costs.

•This affidavit reports on my assessments.

4. Why are the assessments on which I report here useful? As discussed below, I find that

long distance rates paid by consumers have increased in recent years even though interexchange.
carriers' costs have fallen. This finding is inconsistentwith effective competitionamong the

interexchangecarriers for the consumer segment. Based on the currently inadequate competition

in the interexchange market. one would expect that BellSouth'5 entry would increase competition

in that market. The results would tend to be lower prices, new and better service offerings,

increased customer satisfaction, and perhaps more rapid technological improvements. The

ultimate beneficiariesof these improvements would be the public which buys interexchange.
services. For all these improvements to follow, BeUSouth should have reasonable prospects for

success in the interexchangemarket; if. to the contrary, its entry were not credible, then its entry is

unlikely to have a significanteffecton that market. Thus the relevanceofmy investigationon

BeliSouth's prospects. The iDldequatecompetition for the consumersegment and the credibility

of BeliSouth's success suppons the public interest benefits of its being allowec:l to enter the

interexchangemarket. At the same time, the inadequatecompetition in the market enhances the

likelihoodofBellSouth'ssuccess

5. Let me be clear about what this report is and is not. 1assess 8ellSoU!h's strengths and

weaknesses regarding its entry into the interexchangemarket. Does this mean 1caD pRciict with

confidence that BellSouth'sentty will be profitable for BellSOuth's stockholders? No. Market

entry is almost always a risky proposition. I am cenain1y not issuiDg a buy or sell
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recommendation to BellSouth· sstockholders. Rather. using publicly available information. I

assess the plausibility-not probability-Qf BellSouth'ssuccess.

6. Briefly. these are my findings:

• Competition for the consumer segment of the interexchange market is inadequate. as

demonstrated by three types of evidence:

• The recent pattern of changes in market shares for the interexchange carriers

is fully consistent with tacit price coordination among the Big Three

interexchange carriers-AT&T, Mel, and Sprint-which are trying to

maintain high retail profit margins.

• AT&T has increased its interstate basic rates by 22 percent since 1993 even

though average access charges declined by nine percent and its other costs

also declined. I Most of AT&T's customers face these basic rates. Even if'

one accounts for increasing subscriptions to discount calling plans. the

average consumer still was payma higher rates in 1996 than in 1993. The

new flat rate-per-minute plans do not change that conclusion.

• AT&T's own data show that the rates paid by most of its residence

customers are well above costs.

I present the above evidence in Section m.

• To evaluate BellSouth's credibility as an enU'I.Dt inlO the interexchange market. a

useful approach is lO compare BellSouth's strengths not only with the strengths of

the three lqest intcrexchange carriers but also with those ofa hypothetical d, novo

entrant into the interexcbange market and with those ofexisting small interexchange

carriers. I explain this approach in Section IV.

I My aaalysis does DOC 1CC0Wlt for the interaCbln,1 carriers' 1'1II reduaioDs in 1Did-1997. 1bese reductions Ire

pan of. deal S1I'UCk wiIb die fCC iD ucbaD,1 for access cbar&' reducUaas. for wtlidll also baye IIOC

KCOWlICd.
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• Particularly in the long run. BellSouth would have low incremental costs of

providing interexchange service. as I explain in Section V

• Bel!South· s r:putation with the customers in its region is exceiient.. so 8eilSoulh's

marketing position would be good. Its strength would be particularly important for
~ ..;.

the low-usage customers whom other carriers tend to negiect.. so BellSouth can

increase competitiveness in the market for that segment in a way that other carriers

have not. Section VI covers this topic.

• The incwnbent interexchange carriers have argued that interexchange entry by a

local exchange carrier would hann competition as long as carrier access charges are

above costs. As disc:ussed in Section VII. I fmd that this argument has no merit.

• The combination of low incremental costs and a good marketing position make the

company a credible competitor in the interexchange market. as Section VUI

explains. Although BellSouth has competitive strengths. however. these strengths

do not appear great enough for the company to dominate the interexchange market.

My conclusion is that BellSouth·s entry would increase the competitiveness of the

interexchange market.. particularly for the consumer segment.

111. INADEQUATE COMPETITION FOR THE CONSUMER M.AIua:T

7. Although large business customers have benefited from competition in the inter-

exchange market, competition for the consumer market is inadequate. I present three types of

supporting evidence for this conclusion.2 First, the panem ofchanges in long distance market

shares is consistent with hip mail profit margins. Second, AT&T bas increased rates for the

consumer sepneIlt for the put several years in spite ofdecreasinl costs. Third. AT&T s rates

1 [have previously wriaIl abouldle eetetirimal evidlllce dill dlt Billblw bave coasis&ndy incrased melr raln

in lock step. See Paul S. BnadoD IDCi Ricba'd L. SChm..... "1bI 8IaeftII of Rtielliq1be Bell COMpanies
from me InlerlXchlllp Rall'iClioas," MaltGpriIIJ and DlcU'QIt £CDllOlflIcs. VoL 16. No.4 (July.AulUJ&, 1995),
pp. 349-364. sl*ifica1ly p. 3S2.
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are above costS for most of its resIdence Customers. I explain each of those types of evidence

below.

A. :\tarket Share Changes Indicate High Retail Profit Margins

8. The Federal Communications Commission (FCC) periodically reports on interexchange

carrier market shares. It measures market share using access minutes. presubscribed lines. and

toll revenues. For present purposes. toll revenues are a useful summary measure. Figure 1

below shows the toll revenue market shares for the Big Three interexchange carriers and all

other carriers combined:J

Figure 1

Market Shares of Interexc:hange Carrien
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Since the first quanerof 1984. AT&T's market share has declined every year. However.

Sprint's share appears to have reached a plateau in 1991. and Mers share reached a plateau in

1 Joe Bender, InciusUy Aulysis DivisiOll, Commoa Carrier Burau. Feden1 CommUllic:Miou Commissioo.
"Loftl DiS1Uce Mute. SbIres" (July, 1997>, Tab~'. ne FCC te1'O" sbows WorIdCom MJ'II'IICIy, wbereu.
to sim~liry ml praeIlCllioa.. Fiaun 2 combiDa WorldCom widl all ocb. e:arriIn. The lasoo from me daIa
would not be cbaDaeci ifWorldCom were shoWft~Iy.
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t993. The revenue share of carriers other than the Big Three increased every year. and It has

rtO{ hit a plateau. This pattern of grovith by the smallest carriers is consistent with taCit pnce

coordination among the Big wee carriers. or at least with a tight-knit oligopoly: the Big Three

appear willing to accept a graduaHy eroding market share--in the case of AT&T-or suble

market shares--in the case of MCI and Sprint---in exchange for the higher profits they can earn

currently relative to what they could eam if they were to compete more aggressively. Almost

all the carriers other than the Big Three are reseUers. The Big Three are maintaining and even

increasing high profit margins for retail long distance rates relative to wholesale rates. and it is

this margin that has been stimulating the growth of smaller carriers."

B. AT&T Has Increased Rates for tbe Consumer Sliment

9. AT&T raised its interstate basic rates by 22 percent between 1993 and 1996,seven

though average access charges for the interexchange carriers fell by nine percent in that period.~

AT&T has also been reducing its costs other than access: according to data supplied by AT&T

to the FCC, its annual reports to stockholders, and statements by Professor Robert Hall, the

productivity of AT&T and the other interexchange carriers has been increasing. In its price cap

filing before the FCC. AT&T reported data showing that. from 1985 to 1991, it reduced its

capital costs relative to output by 2.1 percent per year, and it reduced its non-capital costs by

• WorldCom ha QetWort eaplCicy of ill own. and it, coo, ha been inc:reuinl its maried share. (Joe Senaer.
"Lona Distance Marte. Shafts... 0,. cit. This &tOwUl luana chll tile wholesale prices of thl Bil Three mlpt
also be above COIL

, ATAT raised basic mideac:e rIllS by an aVerIIe of 6.3 perceat ill January 19M ("ATAT~$7~O

Million R.- Hike. New CalliDl Plm Aimed II Kip·Volwnlllesidelltial Users," Tclcco,",,","lCtJlIOIU Rcpom.
January 3. 19M); 3.7 pm:eDt ill December 1994 ("AT&T aDd Rivals Boos& R.aI8I Funb..... Wall StrHt JUII/'PfQJ.
November 29, 19M. p. Al); 4.3 peram ill Febnaary 1996 ("AT&T to Raise Basic Prices an Averap40c a
Monm."BJ~HrwI s.rrYiea. Februiry 16. 1996. See also "AT&T~ Buic bas, ExCtDds
Discount P\aas." T.lcOlUfllllicGtfOlU bpotv, Fet5nIary 26. 1996. p. 27); _ 5.9 pIn*lI ill December 1996
("AT&T Follows MCL SpriDt wdb LCDI DistIDce RaIa lDcrases." TcJcOlUllUliCariOfU Rqorcs. December 2.
1996). The cumulllive inc:raIe is 1.063·1.037·1.043·1.059-1~.22. AT&T also iDcreuecll'lleS between \991
aDd 1993. but it acc:elerueci me .... of iDcreaes after 1993.

• From 1993 to 1996. avenp swtu:becllCCeSl c:hqes feU from 6.66 cmts to 6.04 CIIIts,. c:oaversaUoa minute.
FCC Monito"", /Upon, Table 5.11. May 1996. p. 414.
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7.3 percent per year. More recently, AT&T reported that it continued to improve prodUctl'dCY:

"Total cost of telecommunications services declined [in 1993 and 1994] despite hIgher

volwnes. In part because of reduced prices for connecting customers through local net\\·orks.

In addition. we improved our efficiency in network operations. engineering and operaror

services. With lower costs and higher revenues. the gross margin percentage rose to 41.8% in

1994 from 39.0% in 1993 and 37.2% in 1992.'.1 If the long distance market were truly

competitive. the incwnbent interexchange carriers would have passed through to conswners the

above reductions in both access and nonaccess costs.

10. The increases in interstate basic rates affected most of AT&T's customers. For each

state in BeliSouth·s territory, Table 1 shows the percentage of AT&T residence customers who

faced basic rates for interstate toll in 1996.9 These customers include two groups-those who

subscribe to no calling plan and those who subscribe to a calling pian but whose toll usage is

insufficient to generate any discount.

Table 1
Percentage of AT&T Residence Customen Facial Buic Rates (or Interstate ToU in 1996

State

Alabama
Florida
Georgia
Kentueky
Louisiana
Mississippi
Nonh Carolina
South Carolina
Tennessee

Total

Percentage of
Households

67%
59%
55%
700;0

67%
67%
60%
70%
660;0

62%

1 R. Scbmaleasec IIlCl J. Rob1&. "Produc:Uv11y QIias ResultiDl ftom lDterDII Price Caps for AT&T,"~ filed
by AT&T in CC 00cUt No. 92-134, July 1992. The C:OR reducDou I repon ben In ill real tenDS.

• AT&T 1994 ADIluallleport, p. 24.

• Bued OD c:a1culaDou usial PNllllld A.sIocilles' "Bill Hln'esDq UI'" dMl"". Itt..... 2 (May 1996).
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As these data show. in every BellSouth state more than half of AT&r s residence customers

face Interstate basic rates and thus have seen rate increases of 21 percent since 1993. For all

BellSouth states combined. the percentage facing basic rates is 62 percent.

11. Some customers do subscribe to discount calling plans and pay less than basic rates. [t

is even true that the percentage of AT&r s customers subscribing to calling plans has been

increasing, so the average percentage discount received by residence customers as a whole has

been increasing. But. even taking account of the increase in the average discount. the rates paid

by the average residence customer have increased since 1993. For all BellSouth states

combined. the average discount off basic rates on a dollar of residence AT&.T toll calls in 1996

was only 15.6 percent. IO To construct an extreme hypothetical illustration. suppose that no

AT&T customer had a discount calling plan in 1993. Even under such an extreme assumption.

AT&.T residence customers in BellSouth states would still have experienced an average .
increase in rates of three percent. I I ContrarY to that extreme illustration. however, atcording to

Yankee Group national surveys, 20.S percent of AT&T households had a calling plan in 1993. 12

and the percentage had increased to only 38.4 percent in 1996.1J A plausible estimate of the

increase in AT&rs average interstate rates for AT&T residence customers in BellSouth states.

accounting/or discounts. is about 12 percent from 1993 to 1996. 14 Yet during the period. as [

mention above. AT&rs costs declined.

10 Ibid.

II 1.22-0.0.156)-1.030.

\1 The Yankee Group, "1"bt TecbDolocicaUY Actvaaced Family TI'1ICkiDI 51Ucly-\993," Table 327.

I] The Yankee Group, "1996 TAl Surveoy: 1mf'liClbcils for CoaveraftCl," December, 1996. Table 307, p. 717.

,e This estim... is based on tba V..... Group data Oft perc_ ofCUSfOIIlm witb discowlt pllDs. IDCi wumes thll
the .verase ciiscouat is proponioIW to me pcrc:alDl' of C\lStDlllerJ receiv;q cliscoaDlI. (Bued on data from
PNll and Associlles' Bill HlrvestiDl W dm"'. ReleaM 2.) Ev. iftbl beslavaiJlblc d.iJcoUDts mipl have
increased over dle period. IlIW pllD CUSfOIIlm te1Id to receive lower c1iscouDa IbID envious ones. because the
ones who sip \q) carty are me OMS for whom me plaas are IIIOIC actvlDrqeous.
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C. The New One-Rate Calling Plans Do Not Change tbe Results

t~. The interexchange carriers have Introduced calling plans 'Nith flat per-minute rates: an

example is .-\T&1' 5 One Rate plan. which charges 15 cents per minute regardless ofdistance or

time of day. These new plans do not change the conclusion that AT&T has increased rates

since 1993. To evaluate the potential effect of AT&T's One Rate plan. I first calculated the

price that an average AT&T customer in the BellSouth states would have paid in December

1996 for domestic direct dialed calls at AT&T's basic interstate rates. 15 The average rate was

about 18.9 cents per minute. Since 15 cents under the One Rate plan is lower than 18.9 cents.

the One Rate plan might be attractive to many residence consumers today who are paying basic

rates.

13. The One Rate plan would not benefit all residence customers. however. The plan woulc

not be attractive for customers who make most of their calls on weekends or at night. (As

discussed below, Professor Robert Hall acknowledges that residence customers make most of

their calls in off-peak periods.) The new plan also would not benefit many customers who are

already on another plan. For instance, a True Reach customer who already receives a 25

percent discount would typically pay more under the One Rate plan.

14. My main point about AT&T's One Rate plan is this: the only reason that many

consumers might find the One Rate plan attractive today is that ATdeT has substantiaJ/y raIsed

its basic rates over th. last several years. {finstead AT&:r had merely passed through its

savings in access charges-even ignoring its other cost savings-then its 1S--cents-per-minute

One Rate plan would be unattrlCuve in comparison. As I have said. AT&T raised its basic

rates by about 22 percent between 1993 and 1996. Suppose that AT&T had not increased its

rates. Then today the average buic rate for dim:t-dialed calls would be only about 15.S cents

minute. 16 IfAT&T bad pusecl through the industry-average decrease in access charges of 0.6

IS Based OD 199~ cailiDl data from PNllIDd Associales' "Bill HIrvest1DI I.l'" d.....

"$.119/\.22 • SO. 155. I implicitly UlUlDe dill ATAT increased rates for direct-dia1ed calls by about the same
percetUlle u for ocber calls.
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cents since 1993.1~ then the average basic direct-dialed rate today would be 14.9 cems a mInute.

If .-\T& T had also passed through ItS other cost reductions. today' s basIc rates would be even

lower. \n summary. net of access charges AT&1 increased basIC rates for direct-dialed calls ~y

about .. cents. or 45 percent. 18 If instead it had passed through its cost decreases. as would have

happened in a truly competitive market. AT&r s touted One Rate plan would be a nonstarter.

Thus. in introducing its One Rate plan. A1&T has nothing to brag about. Still. its pncing plans

have been clever: (1) It was able to collect increasing excess profits from its residence

customers for several years. (2) Just in time for the Section 271 proceedings, it has now

introduced its One Rate plan. which it can hope might sway some opinions during the

proceedings. (3) And it can be confident that. in spite of making the One Rate plan available.

many customers will continue paying basic rates for quite a while. 19 The combination of rising

basic rates and optional calling plans effectively exploits many customers' lack of information

and inertia. With their pricing. the interexchange carriers segment the market. separating the •

active "bargain-hunters" from the "victims."

D. Intern:cbaDge lUtes Are Above Costs

15. In an FCC proceeding. AT&T asserted that the costs of serving customers with bills less

than S3 per month exceed the revenues received from them; i. e.• AT&T' s break-even point is

S3 per month.20 The incwnbent carriers sometimes justify their increases in basic rates by

claiming that they must cover the costs of serving customers with low usage. This explanation

for increasing rates, even if trUe, is clearly inadequate. It does not explain why AT&T should

have increased rates for two groups: (1) the 22 percent of its customers with monthly bills

11 FCC MOIIItorilt'lR.porr. op. g,.

II 11.9-15.5+0.6-4.0. (11.9-6.04)'(15.5-6.66)-1-0.".

19 As reponecl above. be!weetl 1991lDd 1996. the caUina plllls~fa of ATAT midetlcc c:ustomen
inc:reased from 20.5 perceae to 31.4 perceae~Diy 4.5 percealqe poiDa per year. YlDkee Group TAF sW'Veys.
op. Cit.

10 Leuer from C. L. Wud, ATAr. to W. F. Caron. FCC. Re: Ez Pane Prue1flQli0ll iltSllpporl ofAT&T's Malialt
fo,. RecJau,jicQli01t Q.J a No".Oo""ftQIIt Ca".,,,, filed in CC Docket No. 79-252 (April 24. 1995).
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above 53 but less than S10.
Z1

the threshold for eligibility for its True USA and True Reach

calling plans: and (:) the many residence customers who have bills exceeding S10 per month

who did not benefit from calling plans. If 53 per month of billings is the break-even POint.

then. at a minimum. AT&T is making supracompetitive profits from those two groups. and It

increased its profits as it increased basic rates. One can. moreover, derive an altematlve

estimate of the break-even point using data provided by Professor Roben Hall. Data from an

affidavit he filed in FCC proceedings on SBC's Section 271 application for Oklahoma Imply

that the break-even point is actually lower than AT&T's claim. Specifically I his figures imply

a break-even point of$2.08: thus. even more than 22 percent of AT&T's customers probably

have bills between $10.00 and the break-even point.n

16. Funher, Professor Hall's own data confirm that AT&T is making supracompetitive

profits from its residence customet'S-i!\len those with calling plam. First. Professor Hall .
estimates that long distance service costs are a little below ten cents per minute.2J He uses the

approach of estimating costs by fmding ··the best available price ... for offices and homes,"

which some resellers offer. I interpret that estimate as an upper bound. since a reseller which

can profitably sell at that price might pay more than the incremental costs of one of the

facilities-based carriers for network. transmission and Swltching. I also assume that that cost

applies to direct-dialed domestic calls. not operator service or international calls. Furthermore,

~ Professor Hall himself points out. the network cost of off-peak calls is lower than that of

peak calls. and residence customers make most of their calls in off-peak periods. Thus. the cost

for residence customers might be less than ten cents per minute. Second., Professor Hall does

~ILetter from C. L. Ward. AfAT. to w. F. CIIOft. FCC. Re: u Pan. PraVIIGliOllIllSupport oIAT&T's MotIon
/0,. ReclQUijktlliOll ell a N01tdoMiItaIft Ca",., (Marcb 9. 1995).

U Affidavit ofRobert Hall OQ bebalfof MCt in Appiicl1l;Oll 01SSC Comlfl1UUl:atiOlV IftC•• SOIllJrwa,.". B.II
T.I.pltoM COIIf(JtI'IY. andSowIrwaMm Bell Com"""'icatiOlU s.rwca. IftC.. lor h'aYi$ioII ofI".~OII,
11ll.,UTA s.rvica til OldaIttNrttJ. CC Docket 97-1%1. ProftsSGf Hall claims 1bat ID additional customer COsts

$.91. (Hall at 142) As discussed below, be abo estimlleS m. the iDc:mDtIdlIl COG ofUSlle is 10 'lilts a
minute. (Hall at 136) (To be coucrvuive. here 1USUIIle m. dUs lCkCDl COG does DOl double count the per­
custOmer costs of $.91.) Althoup l1e is DOl clear OD the poiDt.l temalivety iDfer 1bat this COlt applies to din:ct­
dialed calls. The averqe basic rare for dinct-dialed calls is 11.9 cems. Thea Profeuor Hall's fipm imply
thai the brak-eVIIl point woukl be • monthly bill of aboul $2.01 (0.1 19·0.9I1{O.11900.10)).

n Afftdavit by Professor Robert Hall. op. cit., at 136.
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not challenge the estimate of Drs. Kahn and Tardiff that AT&T's average revenue per mmute

from residence customers for direct-dialed calis is about 18 cents. Therefore. Professor Hall' 5

o....n cost estimate would imply that ,-\T&T' s profit margin for t..1C average residenl:e customer

is about 8 cents per minute. and it has been increasing as AT&T has raised rates.

17. Even AT&T residence calling plan customers are paying rates above costs. The

maximum standard discount available through AT&T's True Reach plan is 2S percent. So a

typical high-volume True Reach customer would pay about 14.2 cents a minute.:4 which

exceeds Professor Hall's estimated cost of 10 cents a minute. Subscribers to AT&T's new \S­

cent One Rate plan must also be paying rates substantially higher than costs.

IV. AN ANALYTlCAL APPROACH To AsSESSING BELLSOUTH 9S ENTRY

PROSPECTS

18. Recall my discussion above that the FCC's data show that the market share of smaller

interexchange carriers has been growing relative to that of the Big Three. This fact suggests

that there is a promising market opportunity for small or perhaps even newiy-entering carriers.

If, to the contrary I the market share of the small carriers were declining, I would be more

concerned about BellSouth's likely prospects in the interexchange market.

19, The FCC data are qualitatively consistent with another stUdy by a market survey

company called Odyssey. It reports the percentage of U.S. households using each long distance

carrier: loS

Z4 SO.1 19-( t-.25).

loS Sudra Guy, "ReselliDl UpeDds lXCs I MartetiDl P1u." r.lqho.." (July t,t996), p. 20.
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Table 2
\1arket Shares of Interexchange Carrien

(Percentage of t: .S. Housebolds)

Carrier 4Q94 lQ95 4Q95 lQ96
AT&T 74 71 66 65
~CI 11 12 13 12
Spnnt 4 4 4 5
Other 7 12 11
Don't knowmo answer 11 6 5 6

20, According to these data. too, while AT&.T' s market share is declining, MCr s and

Sprint's shares are stable, and the other carriers' share is growing. The study also repons that

"consumers who rated AT&T's image as 'very good' fell from 68% two years ago to 59% in

the latest survey, ..26 Emphasizing the growing market share of resellers, the article states, "The

findings point to a potentially lucrative field for the Bell companies, which can succeed in the!r

foray into long-distance by becoming' super reseUers, ...27 according to a separate repon by the

Yankee Group.

21. Based on its assessment of the attractiveness of the RBOCs and turnover of customers

of the interexchange carriers, a repon by the Yankee Group estimates that the RBOCs in the

aggregate will achieve about a 10 to 1S percent share of the national interLATA household

tp.arket 18 months after entering the market.21 If BellSouth's success were equal to that of the

average RBOC and if it were to focus on customers in its home region. then its share of the

household market within its region would also equal between 10 to IS percent. Since it has

about 14 percent ofRBOC access lines. then. based on the Yankee Group predictions, its share

of the national interLATA household market would be about 1.7 to 2.6 percent.

21 Ibid.

21 Ibid.

21 The Yankee Group. "OCCs versus RBOCs: The BIlti. afme Cmmry" (December, 1995), p. 24. This ftl)O"

abo estimares ttw die RBOCs wlU lose abouc the same pcrctDrq. of their local markcc ill the SlIDe pcrioc1 of
time (p. 26).



'"1"'1 I should point out that these data are suggestive, not definitive. Although msufficlent

by themselves. the combination of these data and the other information discussed in the

sectlons below more convincingly ponray the picmre of BellSouth· sentry prospec!.S.

~J. . The supracompetitive profits and pricing discipline of the Big Three carriers would have

to diminish In the face of the market entry of BellSouth and other new entrants. From the point

of view of customers. the lower prices resulting from such a breakdown in profit margins and

pncing discipline would be good news.

24. Already, there are signs of downward pressure on prices due to RBOC interLA1 A

entry; as one anicle puts it. "Further evidence of a changing long-distance market is apparent in

BellSouth's recent agreement to buy wholesale long-distance transpon from A1 &1 at what the

RHC called 'the low end' of the 1t- to U-per-minute range. The agreement signifies a

potentially radical change in consumer and business services pricing and the possibility of a

real price war, said Roben Ric~ vice president oftelecommunicarioDS research at The Yankee

Group..•29 These pressures could only increase when BellSouth and the other RBOes enter the

in-region interLATA market.

15. ~ow we come to my main point. We have seen that smaller carriers are gradually

gaining market share. Still. so far their gains have been insufficient to break down the pricing

discipline of the Big Three camers.30 I explain in the sections below that BellSouth has several
,
strengths. These strengths might be sufficient for a more effective challenge to the Big Three

than the existing smaller carriers have presented., particularly for low-usage customers who

have faced a succession of price increases in recent years.

:. Ibid. At me am. of me CODII'ICC, BeIlSoudi could only use die wholesale l1'aIISf'Oft for cellular IDd oUI-of·~glon

resale activities. Simu.ty, BtU At1aD1ie f'C1)OftId1y nqocialed bulk 1I'III.,n Il I.S caa per minuc.. "Bell
Atlantic Ac10pa ReWl Laq DisaDce StnIeIY," T,recOlftIll1UllC~IOIU Rqoru (5e1Mmber 23, 1996).

JO See., e.,., P. W. MICAvoy, "Tacit COUUSiOD under ReplaI:ioa in the Priciq oflDc.nwe LODI-DisWlce
Telepbone Semces." JtnIn'ttIJ 01EcOftOlflIQ aNi MtIIttIp""'" Streit.",. v. 4. No.2 (Summer 199~), PI'. H7·
lIS; also see W. E. TaylorlDd J. D. Zou. "AD ADalysis o(dIe S,. o(CompelilioD in LODI DimDce
Tel.one Mlrkeu." Study AIIIChed to Ex. PIne Commena ExamilUDl lb. Compeaaoa oflDrenwc Long
DistaDce Tel.oae Muteu. FCC CC Dockn No. 79-252 (April. 1995).
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::6. Let me expand on that POint about low-usage customers. That market segment-

predominantly residence customerS-IS the largest group of Customers. yet It is neglected in the

competition among Interexchange earners. I report above that. in 1996.62 percent of AT&r 5

residence long distance customers in the BellSouth states faced full. undiscounted toll rates. J I

Also consider Table 3 below. It shows data for 1996 from the FCC's market share report and a

calculation I have made from the data. The FCC report shows each major interexchange

carrier's number of presubscribed lines and total operating revenues. From the FCC report. l

show results for the ten largest interexchange carriers for which the FCC reports data on both

presubscribed lines and revenues. plus data for aU other interexchange carriers combined.J2

1I Based on mutes of analysis of daca for 1996 from "Bill HarvestinlllI" Releue 2. op, cil..

1% Joe Bendlr. "Lonl DistIDc:e Milk. Sbarn,.. op. CII. OCthe interexchlqe carriers for which me FCC repons
both pmubscribed liDes IDCl o.J)ll"lliq revenues. I hive selected the tell carriers wid! the IllIest number of
pmubscribed 1iDes. Hid I selecced me Iqat ewers bued OIl their reveaues. dill setecDoa process would
hive incroduced I bias coww displayiDl c:UTiers wnich have nip rIYIIlU per liDe relalive to AT&T. Since I
hive selected the carriers widl die lII'JISC nwnber of lines. I avoid dill selec:Qoa bill. ODe sbould use these dal
with caution. The dII& for reveaua migbt ROC be fully complrlble to the data for presubscribed lines and migl
ROC be defined in the same way by differeDt carriers. One sbou1cl use special e:aut:ioa reprdiDl die revenue
fiaure for "aU othen." siDce it is caic:u1lled u • miciual from the fipR for toW revenues. wllich me FCC sw
hu estimated.
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Table 3
Revenue per Presubscribed Line

AT&T
\tCI
Spnnt
WoridCom
Excel Telecommunications
Frontier companies
LCI
Cable & Wireless
U.S. Long Distance
Business Telecom
Vanec Telecom
General Communications
All others

Total

Presubscribed

Lines in June 1996

99,821.499

24.338.086
10.905.940
4.288,401
3.313.287
2.097.182
1,965.532

584.802
356,932
171.239
116.898
124,969

3,996.101
152,080.868

Revenue (M)

In 1996

S39.164
SI6.372

$7.944
S4.485
S1.091
Sl,563
Sl,103

$919
S188
$149
$470
$143

$8,342
S82,033

Revenue per

Line in 1996

S393.34
S672.69
S728.41

$1.045.84
S329.:!8
$745.29
$561.17

S1.571.47
S526.71
S870.13

S4.020.60
$1.144.28
$2,08753

$539.40

27. What we see in the last column is that all the carriers except one have higher revenues

per presubscribed line than AT&T does. The only exception is Excel Telecommunications.

which. according to the FCC report. is a pure rescUer and which is only about two percent of

~T&r s size. The lesson is that the carriers other than AT&T tend more to focus on high­

volume customers than AT&T does.

28. This pattern is not surprising, since interexchange carriers bear some fixed costs per

customer. Such fixed costs include a fee paid to a local exchange carrier for processing a

presubscription order and some of the costs of marketing, customer care. and perhaps some

billing costs. To some extent the latter three types of costs increase with a customer's volume

of usage. but there is a fixed.component. too. Th~ since the low-usqe segment is more costly

to acquire and serve relative to the revenues itgenerates. it is DOt as profitable a segment to

pursue aggressively. As 1explain in Section VI below, the low-volume market segment should

be less costly for BellSouthto serve thaD it is for other existing in=exchange carriers. so

BeliSouth's enay holds out the prospect of more intensified competition for this segment and


